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Ethics  and  Business  Law  -  Problems 


Problem  1 


You  have  long  been  outside  counsel  to  Sleepware,  Inc.,  a  clothing  manufacturer.  The 
company  makes  a  line  of  children’s  pajamas  that  is  a  big  seller.  Recent  tests  have  shown, 
however,  that  the  pajama  fabric  can  catch  fire  if  a  match  is  held  against  it  for  a  few 
seconds. 

Sleepware’s  Vice  President  for  this  product  line  wants  to  keep  selling  the  pajamas. 
Regulations  of  the  Consumer  Product  Safety  Commission  (CPSC)  prohibit  sale  of 
products  known  to  cause  bums  to  children,  but  the  Vice  President  believes  the  CPSC  is 
unlikely  to  recognize  the  potential  injuries  the  pajamas  could  cause. 

Further,  the  Vice  President  points  out  that  experts  he  has  consulted  with  say  that  no  more 
than  one  in  50,000  children  would  hold  the  matches  long  enough  for  the  pajamas  to  catch 
fire.  The  experts  admit  that  if  the  pajamas  catch  fire,  a  child’s  injuries  could  be  expected 
to  be  severe,  but  a  management  consulting  firm  has  estimated  that  civil  damages  would 
not  exceed  $250,000  per  victim.  Sleepware  sells  200,000  units  each  year  and  the 
company  makes  an  annual  profit  of  $2,000,000  on  this  product. 

You  have  not  been  asked  for  advice  about  whether  to  market  this  product;  you  only 
learned  about  the  flammability  while  working  on  an  unrelated  matter.  Indeed,  the  Vice 
President  is  annoyed  that  you  have  raised  the  issue  with  him.  “The  President  will  retire 
soon,  and  I  am  his  natural  successor.  My  enemies  in  the  company  would  love  to 
embarrass  me  with  this.”  He  suggests  that  in  light  of  your  loyalty  and  long  service,  he 
had  been  willing  to  help  secure  your  nomination  to  the  company’s  Board  of  Directors. 

[Adapted  fiom  Morgan  and  Rotunda,  Professional  Responsibility.  Problems  and 
Materials,  10th  edition.] 

Question  A:  What  steps  are  you  required  to  take  in  the  situation  presented?  Do 
you  have  to  accept  the  Vice  President’s  direction  to  drop  the  matter  as 
final? 

Question  B:  May  you  report  the  dangerous  product  to  the  CPSC? 

Question  C:  Should  you  serve  on  the  board  of  directors  if  invited? 

Problem  2 


You  are  a  mergers  &  acquisitions  specialist  in  the  Toronto  office  of  one  of  Canada’s  pre¬ 
eminent  business  law  firms.  Rex  Raider,  the  renowned  dealmaker,  calls  to  ask  whether 
you  and  the  firm  can  represent  him  in  connection  with  his  proposed  hostile  take-over  bid 
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for  XCo.  You  tell  Rex  that  you  are  delighted  that  he  has  called  and  that  you  will  run  a 
conflicts  search  and  get  back  to  him. 

The  conflicts  search  reveals  that  two  years  ago  one  of  your  colleagues  in  the  Toronto 
office,  Jane  Smith,  a  competition  lawyer,  had  provided  advice  to  XCo.  in  connection  with 
a  proposed  M&A  transaction  that  did  not  proceed.  During  the  course  of  the  retainer,  Jane 
reviewed  XCo.’s  three  year  strategic  plan  and  discussed  sensitive  pricing  information 
with  XCo.’s  senior  management.  The  matter  is  now  closed  and  XCo.  has  not  retained  the 
firm  on  any  new  matters  since  that  time. 

Question:  Can  the  firm  represent  Rex  Raider,  and  if  so  under  what  circumstances? 


Problem  3 

Same  facts  as  above,  except  the  conflicts  search  shows  that  one  of  your  colleagues  in  the 
Montreal  office  is  currently  representing  XCo.  in  a  small  unrelated  litigation  matter 
involving  a  dispute  with  a  former  employee. 

Question:  Can  the  firm  represent  Rex  Raider,  and  if  so  under  what  circumstances? 


Problem  4 


You  represent  HCo.,  a  home  improvement  retailer.  HCo.  is  preparing  for  an  initial  public 
offering.  It  has  filed  a  preliminary  prospectus  on  October  1,  2008  with  the  securities 
regulators  in  each  of  the  provinces  and  territories  that  includes  a  forecast  of  its  expected 
financial  results  for  the  year  ended  December  31,  2008.  This  is  the  third  time  that  HCo. 
has  tried  to  go  public,  with  the  previous  two  attempts  scuttled  by  market  conditions. 

The  Ontario  Securities  Commission  (OSC),  which  is  the  lead  regulator  in  reviewing  the 
prospectus,  has  issued  a  comment  letter  on  the  prospectus  in  which  it  has  asked  whether 
the  recent  credit  crisis  and  slowdown  in  the  real  estate  market  has  had  any  effect  on  the 
assumptions  used  in  the  forecast.  You  consult  with  the  CEO  and  CFO.  They  say  that 
sales  have  softened  and  that  some  of  the  assumptions  are  a  bit  aggressive,  but  that  they 
are  confident  that  they  can  achieve  the  forecast  results.  You  respond  to  the  OSC  and  say 
“The  assumptions  in  the  forecast  are  reasonable  and  appropriate  in  the  circumstances  and 
comply  with  the  requirements  of  applicable  securities  regulation.” 

The  OSC  clears  HCo.  for  filing  its  final  prospectus.  The  day  before  filing,  you  are  in  a 
meeting  with  the  CEO,  CFO  and  general  counsel.  They  are  all  very  excited  as  they  have 
a  number  of  stock  options  that  will  vest  upon  HCo.  going  public.  You  ask  them  how  the 
fourth  quarter  is  shaping  up.  The  CFO  says  that  she  has  just  received  the  latest  sales 
results  and  that  sales  are  well  behind  the  forecast.  You  ask  whether  the  underwriters  and 
the  board  of  directors  of  HCo.  know  about  the  recent  results.  The  CEO  says  that  he 
hasn’t  informed  them  and  doesn’t  intend  to,  as  he  believes  that  HCo.  can  still  “make  its 
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numbers”  through  a  special  promotion  over  the  holiday  season  and  he  does  not  want  to 
delay  the  offering  and  miss  the  current  “market  window”.  He  turns  to  the  general  counsel 
and  says,  “You  agree,  don’t  you?”  The  general  counsel  says  “I  agree.  Let’s  proceed  to 
file”. 

Question  A:  Was  the  response  to  the  comment  letter  appropriate? 

Question  B:  Should  you  proceed  to  file  the  prospectus  on  the  instructions  of  your 
client?  If  not,  what  steps  should  you  take? 


Problem  5 


You  are  the  lawyer  responsible  for  your  law  firm’s  relationship  with  ACo.,  a  large  public 
company  and  one  of  your  firm’s  biggest  clients.  The  CEO  of  ACo.,  with  whom  you  have 
a  close  working  relationship,  calls  to  tell  you  that  she’s  had  preliminary  discussions  with 
the  chairman  of  ACo.’s  compensation  committee  about  entering  into  a  new  executive 
employment  agreement.  The  CEO  asks  you  to  draft  her  new  executive  employment 
agreement.  She  tells  you  that  she  wants  a  fair  deal,  but  wants  you  to  ensure  that  her 
interests  are  properly  protected. 

Question  A:  Can  you  act  for  the  CEO,  and  if  so  under  what  circumstances? 

Question  B:  Can  you  act  for  ACo.  in  negotiating  against  the  CEO?  Is  this 
advisable? 


Problem  6 


You  are  corporate  counsel  and  corporate  secretary  an  international  publishing  company, 
working  at  its  head  office.  You  report  directly  to  the  company’s  President.  As  part  of 
your  duties,  you  attend  all  meetings  of  the  board  of  directors,  prepare  minutes,  and 
implement  corporate  decisions  made  by  the  board,  on  which  the  company’s  President  and 
CEO  and  certain  other  senior  executives  sit. 

The  board  of  directors  decides  to  sell  a  number  of  its  publishing  assets,  consisting  of 
community  newspapers  in  different  smaller  cities  across  the  United  States.  The  Board  of 
Directors  passes  appropriate  resolutions  directing  management  to  implement  this  policy 
decision.  Six  different  transactions  are  undertaken,  each  for  a  different  newspaper  being 
sold.  While  the  terms  and  conditions  and  prices  vary,  in  each  one  of  the  transactions  a 
certain  portion  of  the  proceeds  of  sale  is  earmarked  as  “non-competition”  payments  made 
directly  to  company  senior  executives.  The  purchasers  of  the  newspapers  have  not  sought 
non-competition  clauses  or  payments  and  don’t  care  how  the  payments  are  structured  as 
long  as  the  total  purchase  price  remains  the  same;  the  company’s  external  accountants 
have  advised  that  arranging  the  transactions  this  way  would  have  tax  advantages.  The 
company  senior  executives  believe  that  such  payments  appropriately  recognize  their  time 
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and  effort  in  making  the  newspapers  being  sold  successful.  The  payments  to  executives 
range  from  $400,000  in  one  sale,  to  $52,000,000  in  another. 

You  undertake  the  job  of  implementing  the  transactions  and  “papering”  the  deals.  You 
don’t  benefit  personally  from  the  non-competition  payments,  but  receive  a  $150,000 
bonus  at  the  end  of  the  year  in  recognition  of  your  efforts  in  the  documentation  and 
closing  of  each  transaction. 

Question  A:  What  issues  arise  as  a  result  of  your  participation  in  the 
documentation  and  closing  of  the  transactions? 

Question  B:  What  duties,  if  any,  do  you  have  to  external  authorities  in  respect  of 
the  transactions? 

Question  C;  Does  it  matter  that  you’ve  only  received  a  year-end  bonus  and  none  of 
the  funds  earmarked  as  “non-competition”  payments? 
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